The Great Recession of [2008][2009] hurt almost all of the companies' stock values in the United States. Interestingly, for Starbucks, the deterioration started a few years before the recession. From 2005 to 2007, the company's stock price declined by approximately 40%. This case encourages students to examine the company's return on capital, compare it to its cost of capital, and then relate this to the decline in the company's stock price. First, they will establish a single formula for return on invested capital. Then, they will calculate the return on invested capital for Starbucks in each year. They will learn about different costs of capital including cost of common stock, cost of preferred stock, and cost of debt. Then, they will debate whether cost of debt capital, cost of equity capital, or weighted-average cost of capital is the relevant number to compare to the company's return on invested capital. Overall, the case illustrates the importance of return on capital, the different types of cost of capital, and the overall cost of capital on a company's value.
INTRODUCTION
It was Monday morning, and at Momentum Capital Investments, a team of analysts was working on a task: evaluating Starbucks Coffee Company's performance and the decline in its stock price. Mr. Jacobs, the head of the team, had gathered all of the team members in the main meeting room. On the table, lattes, espressos, and cappuccinos were sitting in front of each team member.
"This tastes so good" sighs Mr. Jacobs while the other team members enjoyed theirs. "There is no comparison with this one and the other companies' products".
"We should have these meetings more often" said one of the junior analysts. "I agree, as long as it is not a Friday evening meeting" replied another analyst.
Although everyone in the room agreed on the superiority of Starbucks' products, the team members knew that something is wrong with the company. For this task, Mr. Jacobs wanted the two junior analysts, Michael and Jill, to take the lead. He asked them to make a presentation to the team regarding the company, its products, the competition, and the company's stock performance.
Michael and Jill made a short presentation to the team explaining Starbucks' history, its success until 2005, and then its decline over the [2005] [2006] [2007] period. The company's share price had declined by 40% over the past two years (i.e. the 2005-2007 period).
One of the other team members joined the discussion: "I didn't notice that the decline has been this steep. A lot of investors should be frustrated with this". "Among them are some of our own investors" Mr. Jacobs added. "We need to find what is happening with the company. Until we find the reason or reasons for this drop, we cannot recommend this stock to any of our investors".
Mr. Jacobs wanted the team to first evaluate the company's returns and costs. He wanted to see if the company had been successful in covering its cost of finding capital. He asks "Why do you guys think the stock went down so much in just two years?" Michael, one of the junior analysts, had just graduated from a reputable MBA program in the United States and he wanted to show what he knows to the team. He said "It may be due to different reasons like the competition, the macro environment, the regulations, and the effects of all of these factors on the company's profitability". Jill added "the management of the company, for example, its strategy in opening new stores, expanding into different countries, might have had an impact too". "You are right" Mr. Jacobs added. All of these factors might have had an impact on the firm's revenues and expenses, and as a result, on its profitability numbers. All of these factors boils down to Starbucks' return on its invested capital and whether that return beats its cost of capital. I think we need to start from there".
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COMPANY HISTORY
The team had already collected some information on Starbucks. On the company website, the history of the company was explained. The first Starbucks opened in 1971 in Seattle's historic Pike Place Market. In 1981, Howard Schultz (Starbucks chairman, president and chief executive officer) had first walked into a Starbucks store. He liked the company's products and joined a year later. In 1983, after travelling to Italy and trying Italian coffee bars, Howard wanted to bring the Italian coffeehouse tradition back to the United States. He left Starbucks for a few years and started his own coffeehouses. But, in 1987, he returned back and purchased Starbucks with the help of local investors.
Below is the company's timeline after this ownership change as shown on its website:
1988: Offers full health benefits to eligible full-and part-time employees. 
FINANCIAL ANALYSIS
Mr. Jacobs continued: "We have the financial statements (Exhibits 1 and 2). I have also collected some additional data on the company (Exhibit 3). Mike and Jill, you can start from there". "If you need any additional help, I am available. Don't hesitate to consult with me. But, we have limited time. I need a report by the end of this week".
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May 2015 , Vol. 5, No. 5 ISSN: 2222 26 www.hrmars.com Michael was excited: "I have already computed the company's WACC (i.e. weightedaverage cost of capital). It took me some time, but I found that the WACC for the company was 6.71% in 2005, 10.36% in 2006, and 10.40% in 2007". "But, do we need the WACC, or the individual costs of debt and equity?" Jill asked. "I am not sure. We need to look into that" Michael responded. Michael was embarrassed, he thought he should have known whether the WACC was their number. After a few seconds of silence: "Jill, have you worked on the numerical portion?" Michael asked.
"Sure. I have the formulas, but I want to have a single formula that would give us ROIC (i.e. return on invested capital) directly. We need to work on them a little bit. After having that specific formula for ROIC, we can enter the numbers and see how the company performed in each year" Jill replied.
The formulas that Jill had collected were: "Then, we can evaluate how its return compares to its cost of finding capital. It should be pretty straightforward" Michael exclaimed.
Mr. Jacobs concludes "O.K. then. It looks like you are on the right track. But, be careful. To be sure, you need to research a few things here".
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